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New York State Society of Certified Public Accountants requested
the Society's committee on practice procedure to study and report
upon the maximum work of an annual examination that can properly
be performed during interim periods and to make this information
available to the membership and to the public; to foster the recommended procedure in order to alleviate peak periods; and to suggest
steps to induce the adoption by clients of natural business years where
this would serve a useful purpose.
These and other related problems had been the subject of serious
consideration by the committee on auditing procedure of the American
Institute of Accountants. In order to avoid duplication of work and
effort, it was arranged that a subcommittee comprised of members of
the two committees should make a careful study of the various questions involved. A subcommittee was appointed and has presented its
report, which is reproduced hereunder:
M R . S . J . BROAD, CHAIRMAN,
COMMITTEE ON AUDITING PROCEDURE,
AMERICAN INSTITUTE OF ACCOUNTANTS
M R . M Y R O N A . FINKE, CHAIRMAN,
COMMITTEE ON PRACTICE PROCEDURE,
N E W YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS
D E A R SIRS:

Your subcommittee on auditing procedure during wartime has held
two meetings, one of which was attended by Messrs. Werntz and King
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of the Securities and Exchange Commission and Mr. West of the New
York Stock Exchange, and submits the following report for consideration by the full committees.
It is generally recognized that the present war emergency has
created a difficult situation for public accountants as for most other
professions and business generally. It is the opinion of your committee,
however, that during this emergency the standards of professional
work should not be lowered and the auditing procedures now in force
should be maintained. It is felt that further progress can be made in
spreading the auditing work more evenly over the twelve-months
period by extending the adoption of the natural business year by
clients, by extensions of the time limits for submitting annual reports
and statements, and by making more extensive examinations at
interim dates.
In the spread of auditing work throughout the year first consideration must be given to the adequacy of the system of internal control
since the degree of such control has an important bearing on the extent
to which it is sound to spread the examination over the year. It must
be recognized that due to the emergency many companies have been
forced to modify the extent of their internal checks which had been
previously in force and therefore the review of the system of internal
check and control should ordinarily be made during the early months
of the period under audit, in order that the audit program can be prepared, giving due weight to the internal procedures and separation of
duties within the client's organization.
There are many companies with reasonable internal control over
inventories where physical inventories are taken during the year
either at selected dates or at times when stocks are low. Naturally the
accountant in these cases can make the physical examination of inventories at the same date or dates as his client.
In the same way it may be possible to deal with other phases of audit
work throughout the year. Where proper conditions exist, consideration may be given to work, at an earlier date than the close of the year,
on confirmation of accounts receivable, aging of accounts receivable,
changes in property accounts, cash, tests of operating accounts, and
other audit steps so that in suitable cases and under proper circumstances much of the accountant's work can be done at dates earlier
than the end of the client's fiscal year. One of the most satisfactory
ways of saving time at the end of the year is to keep in close touch with
the accounting problems of the client throughout the year so as to
reach agreements upon them as they arise.
Similarly, the internal controls may justify dispensing with annual
audits of branches or subsidiaries, especially the smaller ones, and
rotating them from year to year.
Your committee has made a request, both orally and in writing, of
the Securities and Exchange Commission that the dates for filing
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Form 10-K and other registration statements under the 1934 Act be
extended by two months, from 120 days to 180 days. Financial statements of the registrant must be submitted as of the close of its fiscal
year. There is no absolute requirement that all of the companies included in the consolidated statements should be as of the same date.
Your committee has also requested the Commission's approval for using in consolidation financial statements ending on some other date for
certain subsidiaries so long as they are not more than 93 days prior to
the fiscal year closing of the registrant and so long as certain other
conditions are met.
A request has also been made of the Securities and Exchange Commission for consideration of the possibility of requiring financial statements to be prepared for the period of the natural business year of each
industry where there is a clear-cut natural business year, even when
that is not used for tax purposes.
Your committee strongly supports certain of the recommendations
of the committee on federal taxation for greater liberality in granting
extensions of tax returns and also for modifications of the rules for
computation of tax in the case of companies changing to a different
fiscal year. The present basis of putting the shorter period on an annual basis is and has been a very serious deterrent on companies
changing to their natural business year.
A request has been made of the New York Stock Exchange to extend
the limitation of three months at present in effect for annual meetings
of listed companies. It is also suggested that adjournments of annual
meetings at present scheduled for the first three months of the calendar
year be encouraged in the spring of 1943 with the understanding that
the fifteen-day requirement for mailing annual reports to stockholders
and also for proxy statements be applied to the date of the adjourned
meeting rather than the original date. In this connection it is important
to acquaint business executives generally, investment counsel, statisticians and other interested parties, with the war problems facing all
accountants both private and public, and the necessity for submitting
reports at a later date than they have heretofore been accustomed
to.
Mr. West raised the question that the Exchange may consider it
necessary to allow or recommend preliminary releases of earnings
without audit. In such cases he said he would like to be assured that
the independent public accountant had at least reviewed them and
satisfied himself that there were no important differences arising from
accounting principles being applied inconsistently with the previous
year. It was agreed that in cases where a considerable amount of
interim work has been done the accountant should ordinarily be
acquainted with the major problems which would arise at the year end
and could generally satisfy himself regarding these points, although
he would not be in a position to express an opinion until he had com-
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pleted his auditing work and any indication to the public that he had
reviewed the statements would only lead to misunderstanding.
Yours very truly,
PERCIVAL F . BRUNDAGE joint Chairmen
NORMAN J . L E N H A R T
GEORGE P . ELLIS
EDWARD A . KRACKE

May 7, 1942.
The report of the subcommittee has been approved by both the
committee on auditing procedure of the American Institute of Accountants and the committee on practice, procedure of The New York
State Society of Certified Public Accountants.
The suggestions and requests which the subcommittee reported had
been made of the Securities and Exchange Commission and the New
York Stock Exchange were formalized in letters written to these two
bodies. These letters and also the replies received are reproduced as an
appendix to this bulletin. The committees wish to record their appreciation of the sympathetic understanding of the problems of the accounting profession which these replies evidence and of the serious consideration given to the requests made. It is worthy of mention that both Mr.
Werntz and Mr. West were among the speakers at a luncheon meeting
held in New York City on May 26th for the purpose of furthering the
adoption of natural business years.
H i e report of the subcommittee endorses recommendations of the
committee on federal taxation of the American Institute of Accountants looking to modification of the rules for computation of income
taxes in the case of companies changing to a different fiscal year. As
the exposition of the subject accompanying the recommendations and
the examples given may be helpful to practicing accountants and their
clients a copy of these recommendations with respect to corporate taxpayers is given as an appendix. Similar recommendations were made
with regard to individual taxpayers. According to an announcement
on June 5th, the Ways and Means Committee of the United States
House of Representatives has approved amending the law in the manner proposed by the committee on federal taxation. If this amendment
is finally incorporated in the law, an important deterrent to the adoption of the natural business year will be removed.
June 18, 1942,
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APPENDIX
LETTER T O THE SECURITIES A N D
EXCHANGE COMMISSION
M R . WILLIAM W . W E R N T Z , CHIEF ACCOUNTANT,
SECURITIES AND EXCHANGE COMMISSION,
1 8 T H & LOCUST STREETS,
PHILADELPHIA, P A .
DEAR M R . WERNTZ:

As we have previously advised you, a joint subcommittee of the
committee on auditing procedure of the American Institute of Accountants and the committee on practice procedure of The New York
State Society of Certified Public Accountants has been studying certain problems of the profession which arise from, or have been accentuated by, war conditions, with a view to making suggestions for their
relief.
O n the one hand, the need for accounting and auditing services by
industry, particularly industry engaged in war work, has increased
substantially, not only as a direct result of increased volume of business
but also because the pressure under which the increased volume is
carried out, and a shortage of trained accounting personnel result in a
lowering of the quality of corporate accounting and further increase
the audit work necessary. On the other hand, substantial numbers of
practicing accountants and their staff are now in government employ;
in addition, their numbers have been depleted as a result of selective
service, as well as the active demand for trained personnel by industry
at the present time. These conditions have already created a shortage
and while it is not yet possible to say how serious the shortage may
become, it will evidently be severe.
It seemed to the subcommittee that there were two possible ways of
alleviating the situation: (a) by decreasing the amount of work actually
done in individual engagements through a relaxation of auditing
standards, particularly as to the examination of inventories, the confirmation of receivables and the review of internal check and control;
and (b) by spreading auditing work more evenly over the year, thereby
making more efficient use of available personnel.
The committee quickly came to the conclusion that any relaxation
of auditing standards was most undesirable not only in the public
interest but also from the standpoint of practicing accountants. It is
believed that, while situations may arise in which qualified opinions
may properly be expressed, any general adoption of such a practice at
the present juncture would result in an indefiniteness which is unsatisfactory to stockholders, to creditors, to the Commission and to public
accountants.
Accordingly, the subcommittee turned to the second possibility,
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namely spreading the work throughout the year, thereby minimizing
work at the peak period and covering more territory with the personnel available. It is the intention to issue a report encouraging the
undertaking of as much work as possible before the year end. Particular stress will be laid on the review of internal check and control, the
examination of inventories and the confirmation of receivables, all at
some date prior to the close of the year in cases and to the extent to
which conditions justify it.
The Institute early this month issued a pamphlet in its public information series urging the more extended adoption of the natural
business year. This is a continuation of a campaign which has been
carried on for some years with no more than moderate success. It
would be most helpful if the Commission would exercise its powers to
require companies, in industries in which there is clearly a natural
business year ending other than December 31, to adopt a corresponding fiscal period. You spoke of making further inquiry into such a
possibility and we bespeak the serious consideration of the Commission
on this point.
The steps mentioned above look towards the moving of more work
backward into the part of the year prior to December 31. The subcommittee also considered possibilities of extending the peak period
further in the other direction, i.e. beyond December 31. During the
current year it has been quite difficult, partly due to conditions within
clients' accounting organizations and partly those in the public accountants' offices, to have all annual reports (Form 10-K) ready for
filing by April 30. While the Commission has given sympathetic consideration to requests for extension when these were necessary, there
has been a natural disinclination on the part of registrants to apply for
extensions after April 30 if it is humanly possible to comply with the
regulations. This has resulted in continued and increasing pressure to
get the statements out before April 30, a condition which will undoubtedly be aggravated in 1943. We believe that the situation would
be considerably alleviated if the Commission would grant for 1943 a
blanket extension of a time within which annual reports can be filed
with the Commission, from one hundred twenty days after the close of
the fiscal year to one hundred eighty days thereafter.
In connection with our review, we also considered the possibilities
of a more extended application of the terms of Rule 4-02 with respect
to consolidated statements of the registrant and its subsidiaries, and the
corresponding rule under the regulations for Form 10-K (which is
stated in somewhat different terms). It is our understanding that the
statements of the registrant must be submitted as of the close of its
fiscal year, which in most cases is December 31st. Would it meet with
the approval of the Commission if the consolidated statements included
subsidiaries as of a date different from that of the registrant but not
more than ninety-three days prior thereto and with the understanding
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that the other requirements in subsection (b) of Rule 4-02 are met?
We have in mind particularly cases such as the following:
(a) Where the parent company's year ends on December 31st and
the fiscal year of two subsidiaries end on September 30th and October
31st respectively. Would it be possible to consolidate the statements of
the subsidiaries on the basis of including full twelve-months operations
but with balance-sheets as of a date different than that of the parent;
provided, of course, that the public accountant satisfies himself that
there are no intervening inter-company transactions which would
materially affect the consolidated figures? It is our understanding that
this has been permitted for some time in the case of foreign and domestic subsidiaries whose accounts could not easily be obtained as of
the same balance-sheet date as that of the parent.
(b) Where the fiscal years of both parent company and subsidiaries
end on December 31st but because of the shortage of personnel or for
other reasons it is impractical to file certified statements as of the same
date. Would it be permissible (possibly as an extension of Rule 4-02)
to submit consolidated statements including the accounts of certain
subsidiaries as of September 30th, October 31st or November 30th;
provided (1) a full twelve-months operating figures (or alternatively in
the first instance the part of the calendar year down to the date
selected) are included and (2) the public accountant is satisfied that
there are no inter-company transactions which would materially affect
the financial statements between the dates of the subsidiaries' balancesheets and that of the parent company?
The objective of the accounting profession, in this time of emergency, is to do as effective work, and to cover as much of the field, as is
possible with restricted personnel. The Commission, we know, wishes
this too and it thus remains to be determined what modifications will
best serve this purpose. The foregoing suggestions are directed to that
end.
Yours very truly,
April

20, 1942.

SAMUEL J . BROAD,
CHAIRMAN, COMMITTEE ON AUDITING PROCEDURE

REPLY RECEIVED F R O M THE SECURITIES
EXCHANGE COMMISSION

AND

M R . SAMUEL J . BROAD, CHAIRMAN
COMMITTEE ON AUDITING PROCEDURE
AMERICAN INSTITUTE OF ACCOUNTANTS
N E W YORK, N . Y .
D E A R M R . BROAD:

This is in further reply to your letter of April 20, 1942, discussing certain problems of the accounting profession which arise from, or have
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been accentuated by, war conditions, and making certain suggestions
looking to their solution.
I am, in complete agreement with you that it would be most unwise
and highly undesirable to seek to alleviate the situation by in any way
relaxing auditing standards. Any tendency in that direction would,
to my mind, seriously undermine the confidence which could be placed
in the results of the accountants' examination. The use of a qualified
certificate indicating the work not undertaken also opens the way to
many dangers. It seems to me that it would be extremely difficult to
appraise the extent to which the value of the accountants' review had
been decreased by the omission of certain fundamental steps. Such
qualified certificates may be inevitable in certain cases, but it would
seem highly desirable to avoid them w;herever possible.
I have elsewhere expressed my views with respect to the desirability
of businesses shifting for accounting purposes to the natural business
year. As I have there stated, the advantages are obvious and such disadvantages as may exist have never been proved to outweigh the benefits. I have discussed with the Commission the possibility of rules
requiring a changeover to the natural business year. After careful consideration it appears that the practical difficulties of establishing such
rules are so great as to render inadvisable any such action. This
decision, however, should not be interpreted as in any way weakening
the Commission's belief in the desirability of more general employment of the natural business year.
Careful consideration has also been given to your proposal that the
Commission grant, for 1943, a blanket extension of the time within
which annual reports may be filed under the Securities Exchange Act,
from 120 days after the close of the fiscal year to 180 days thereafter.
As you know, Rule X-13A-1 provides a method by which extension of
the time of filing may be granted upon a showing of undue hardship or
impossibility. Such provisions appear satisfactorily to take care of those
cases in which loss of personnel by the company or its accountants
makes it extremely difficult or impossible to file the annual report
within the prescribed 120 days. It is our practice to consider such
factors as a proper basis for a request for extension of the time of filing.
Your final suggestion relates to the interpretation of Rule 4-02
which deals with the presentation of consolidated statements of the
registrant and its subsidiaries. You point out that the relevant rule in
the instruction book for Form 10-K differs somewhat from the language found in Rule 4-02 of Regulation S-X. It may be well to point
out that the adoption of Regulation S-X and its application to Form
10-K had the effect of superseding the language in the instruction book
to that form with respect to the matters dealt with in Rule 4-02. The
latter rule reads, so far as here pertinent, as follows:
"(b) If the statements of a subsidiary are as of a date or for periods
different from those of the registrant, such subsidiary may be consoli-
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dated only if all the following conditions exist: (1) Such difference is
not more than 93 days; (2) . . .
Pursuant to such rule, it is my opinion that it is permissible for a
consolidation to be made of a parent whose fiscal year ends on December 31 with subsidiaries whose fiscal dates end within 93 days of the
parent's. In preparing such a consolidation it would be appropriate to
consolidate balance-sheets as of the several fiscal dates and operating
statements for the fiscal years ended on such dates. In such a case the
certifying accountant should of course satisfy himself that there are no
intervening transactions which would have a material effect upon the
consolidated statements. It would also be necessary of course that the
conditions provided by Rule 4-02(b) in paragraphs 2, 3, and 4 be met.
You will have noted from the comparison of Rule 4-02(b) with the
corresponding language of Form 10-K that the words "If the statements of a subsidiary are as of a date or for periods different . . ."
have been substituted for the language "If the fiscal year of any subsidiary ends on a date different . . ." One effect of this change is to
place emphasis on the periods covered by the statements of the respective subsidiaries rather than upon the fiscal dates of such subsidiaries.
Accordingly, it would be permissible to consolidate such subsidiaries
with the parent if the statements of the subsidiaries are as of dates or
for periods ending within 93 days of the date of the parent's statement.
For example, if a subsidiary and its parent both had a December 31
fiscal date, the statements of the parent required to be included in
consolidation would be as of December 31. The statements included
for the subsidiary, however, might be as of any date within 93 days, for
example, November 30. In my opinion, it would ordinarily be necessary in such a case for the income statement of the subsidiary to cover
the year ending on the closing date selected, here November 30. Here,
again, it would of course be necessary, as in the previous illustration,
for the accountant to satisfy himself that there were no interim transactions which would materially affect the statements, and it would also
be necessary to meet the conditions of paragraphs 2, 3, and 4 of Rule
4-02 (b).
The revised Rule 4-02 would also permit, in my opinion, the consolidation of subsidiaries whose fiscal years closed on a date more than
93 days from the date of the parent's fiscal year, if the statements of
such subsidiaries included in the consolidation ended as of a date within 93 days of the parent's statements.
The problems which you have raised in your letter are, of course, of
great interest and significance to the work of this Commission. I should
be very glad at any time to explore these problems with you further
and to discuss possible ways of meeting them.
Very truly yours,
WILLIAM W . W E R N T Z

May 15, 1942.

Chief Accountant
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LETTER

TO

THE

NEW

YORK

STOCK

EXCHANGE

M R . PHILIP L . W E S T , ACTING DIRECTOR
OF THE DEPARTMENT OF STOCK LIST,
N E W Y O R K STOCK EXCHANGE,
N E W YORK, N . Y .
DEAR M R . WEST:

As we have previously advised you, a joint subcommittee of the
committee on auditing procedure of the American Institute of Accountants and the committee on practice procedure of The New York
State Society of Certified Public Accountants has been studying certain problems of the profession which arise from, or have been accentuated by, war conditions, with a view to making suggestions for their
relief.
O n the one hand, the need for accounting and auditing services by
industry, particularly industry engaged in war work, has increased
substantially, not only as a direct result of increased volume of business
but also because the pressure under which the increased volume is
carried out, and a shortage of trained accounting personnel result in a
lowering of the quality of corporate accounting and further increase
the audit work necessary. On the other hand, substantial numbers of
practicing accountants and their staff are now in government employ;
in addition, their numbers have been depleted as a result of selective
service, as well as the active demand for trained personnel by industry
at the present time. These conditions have already created a shortage
and while it is not yet possible to say how serious the shortage may
become, it will evidently be severe.
It seemed to the subcommittee that there were two possible ways of
alleviating the situation: (a) by decreasing the amount of work actually done in individual engagements through a relaxation of auditing standards, particularly as to the examination of inventories, the
confirmation of receivables and the review of internal check and control; and (b) by spreading auditing work more evenly over the year,
thereby making more efficient use of available personnel.
The committee quickly came to the conclusion that any relaxation
of auditing standards was most undesirable not only in the public interest but also from the standpoint of practicing accountants. It is
believed that, while situations may arise in which qualified opinions
may properly be expressed, any general adoption of such a practice
at the present juncture would result in an indefiniteness which is unsatisfactory to stockholders, to creditors, to the Stock Exchange, to the
Securities and Exchange Commission and to public accountants.
Accordingly, the subcommittee turned to the second possibility,
namely spreading the work throughout the year, thereby minimizing
work at the peak period and covering more territory with the personnel
available. It is the intention to issue a report encouraging the under-
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taking of as much work as possible before the year end. Particular
stress will be laid on the review of internal check and control, the
examination of inventories and the confirmation of receivables, all at
some date prior to the close of the year, in cases and to the extent to
which conditions justify it.
The Institute early this month issued a pamphlet in its public information series urging the more extended adoption of the natural
business year. This is a continuation of a campaign which has been
carried on for some years with no more than moderate success. We are
requesting the Securities and Exchange Commission to use its influence
or its powers to get companies, in industries in which there is clearly a
natural business year ending other than December 31, to adopt a corresponding fiscal period. Any influence which the Exchange may feel
disposed to use in this same direction would, we feel sure, be a valuable
contribution.
We are also asking the Commission to issue a blanket extension of
the period within which annual reports (Form 10-K) are due to be
filed, from one hundred twenty days to one hundred eighty days; and,
in addition, are requesting an interpretation or an extension of the
terms of Rule 4-02, which deals with the dates as Of which financial
statements of subsidiaries can be included in consolidated financial
statements.
The greatest pressure and the greatest peak of work within a public
accountant's office is during the first three months of each calendar
year and we foresee that it may be impossible in 1943, with depleted
staffs and more work, to meet certain deadlines which result from
agreements between listed companies and the Exchange regarding the
issuance of financial statements. While we recognize the importance
from the standpoint of investors of their receiving information as
promptly as possible after the close of a fiscal period, it seems likely
that this will not be possible to the same extent as heretofore. Would it
be possible for the Exchange, in respect to the companies whose fiscal
years end on December 31, to: (a) suspend temporarily the agreement
which requires financial statements to be issued to stockholders within
three months, (b) encourage the postponement of annual meetings of
stockholders when these fall within the ninety-day period, (c) adopt a
modification of the rule requiring that statements be mailed to stockholders fifteen days prior to the date of the annual meeting so that this
requirement will apply to the date of an adjourned annual meeting,
when the meeting is to be adjourned, rather than to the original date
of the meeting.
As you stated at your meeting with the joint subcommittee, many
listed companies will probably wish to issue a preliminary release of
their figures, before their annual reports are issued. In many cases
sufficient interim work could have been performed to enable the independent public accountant to cover the major accounting points but
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he would not be in a position to express an opinion pending the completion of his examination and any indication of the public that he had
reviewed the statements would only lead to misunderstanding.
The objective of the accounting profession, in this time of emergency, is to do as effective work, and to cover as much of the field, as is
possible with restricted personnel. The Exchange, we know, wishes this
too and it thus remains to be determined what modifications will best
serve this purpose. The foregoing suggestions are directed to that end.
Yours very truly,
April

21, 1942.

SAMUEL J . BROAD
CHAIRMAN, COMMITTEE ON AUDITING PROCEDURE

REPLY RECEIVED F R O M T H E DEPARTMENT O F STOCK
OF THE NEW YORK STOCK EXCHANGE

LIST

M R . S . J . BROAD, CHAIRMAN
COMMITTEE ON AUDITING PROCEDURE
AMERICAN INSTITUTE OF ACCOUNTANTS
1 3 EAST 4 1 S T STREET
N E W YORK C I T Y
D E A R M R . BROAD:

The problems outlined in your letter of April 21, 1942, have received our careful consideration in view of their far-reaching effect
upon the agreements listed corporations have with this Exchange providing for the release of timely financial information.
We understand from your letter that the increased volume of business and pressure upon industry, on the one hand, and the depletion of
the staffs of both practicing accountants and industry on the other
hand have already created a shortage of trained accounting personnel
which threatens to become severe.
We further understand that a subcommittee of practicing accountants which studied the problem concluded that there were two
possible ways of alleviating the situation — (a), by decreasing the
amount of work done in individual engagements through a relaxation
of auditing standards, and (b) by spreading auditing work more
evenly over the year in order to make more efficient use of available
personnel.
We agree fully with the subcommittee's decision that any relaxation
of auditing standards would be most undesirable.
This leaves open only the other course suggested by the subcommittee, that is, spreading the work more evenly through the year and, in
this connection we are pleased to note that independent auditors will
be urged by your group to undertake as much of the work as possible
before the end of the year. We hope that this point will be strongly
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emphasized as it will aid materially in the earlier issuance of reports.
Adoption of the natural business year as the fiscal period in lieu of
the calendar year would also be a great aid to spreading the work of
auditing more evenly through the year. In addition, reports which are
based upon the natural business year present a better picture of the
company's operations and give more timely information to security
holders. The Exchange for some time past has recommended this step
to listed corporations and we shall continue to urge it at every opportunity. Such a change in procedure, however, may involve serious
problems in many cases and, therefore, we feel it should be a voluntary
step by the individual corporations and not made mandatory.
As your letter points out, circumstances may make it impossible for
some of the listed corporations to issue their annual reports at least
fifteen days in advance of the scheduled meeting date for stockholders
or within three months after the close of the fiscal year, as required by
agreements with the Exchange. Our statement at this time as to that
aspect of the problem should be regarded as tentative, as our decision
as to the best method of meeting that situation must be governed by
the actual conditions which obtain at the end of this year and the early
part of next year. Should the problem become as serious as developments now indicate, we would be willing to extend the time limit for
the issuance of printed annual reports to stockholders for an appropriate period in excess of the three months after the close of the fiscal year
and to a date fifteen days in advance of a postponed meeting or the
reconvening of an adjourned meeting. Such an extension would be
conditioned upon the publication by the company of a preliminary
report of operations appropriately qualified as being subject to audit
and to any adjustments arising therefrom.
The minimum data required for such preliminary reports would include earnings, both before and after taxes, and possibly the dollar
volume of sales, depending upon circumstances. N o objection would be
made to any further detail the company might care to give. We would
ask that the company consult with its accountants prior to the release
of such a preliminary report with the object of holding major adjustments to a minimum as far as it would be practicable to do so. We
would also ask that the preliminary statement be released as soon as
possible after the close of the fiscal year and not later than the time
limit set for it in the company's agreement with the Exchange.
As you know, the Exchange has consistently stood for the early issuance of the full annual reports to stockholders, but the current emergency has placed all of us under necessity of making adjustments and
compromises to meet changing conditions. It is hoped that the necessity for extensions of time will be held to a minimum through the
spreading of work more evenly through the year. We shall be glad to
have any comments on the procedure proposed above and shall be
pleased to confer with you toward the close of the year concerning con-
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ditions existing at that time and the steps which may then be considered advisable.
Yours very truly,
P. L . WEST

Acting Director
June 8, 1942.
RECOMMENDATION REGARDING COMPUTATION
OF
I N C O M E TAXES OF COMPANIES CHANGING T O A DIFFERENT FISCAL YEAR
ITEM N O . 2 5 OF RECOMMENDATIONS FOR REVISION OF THE INTERNAL
R E V E N U E CODE SUBMITTED BY THE COMMITTEE ON FEDERAL TAXATION
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS TO THE W A Y S AND
M E A N S COMMITTEE OF THE U N I T E D STATES HOUSE OF REPRESENTATIVES

The provisions for the computation of excess-profits taxes for periods of
less than twelve months should be revised to eliminate unjust hardship and the possibility of tax avoidance:
The provisions of the excess-profits-tax law with respect to the determination of excess-profits taxes for periods of less than twelve months
will result in either an unjust hardship or tax avoidance. This matter is
covered by subsection 711(a) (3) which applies in cases where the
taxable year is changed, so that for the period of the change a return
for less than twelve months is required, in the case of newly organized
corporations adopting a fiscal year ending less than twelve months
after organization and last returns of liquidating corporations. The
requirement that the income be placed on an annual basis will produce
an equitable and fair tax only if it be a fact that the income for the short
period is a ratable portion of normal earnings for a full year. Should
such short-period earnings be in excess of the average rate per month,
the tax will be excessive and unduly burdensome. Should the earnings
be less, a way for avoidance of tax is open.
During recent years there has been a definite tendency and trend on
the part of business in general to adopt fiscal years that coincide with
the natural business year, instead of the calendar year. Altogether,
21,861 taxpayers made such a change between July 1, 1935 and January 1, 1942 but the rate has declined materially in the last two years,
possibly because of the causes herein set forth. This change has been
fostered, not only by the accounting profession, but by business organizations generally, and particularly the Securities and Exchange
Commission, which supports the use of a natural business year in the
interest of providing security holders and prospective investors with
the more informative statements and earnings reports that the use of
the natural business year for accounting purposes makes possible.
Many businesses are seasonal, and when changes in fiscal years are
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made the income for the short period is usually considerably in excess
of a ratable portion of the year's earnings because the proper fiscal year
end should coincide with the end of the active business season; this
including, as a general rule, the profitable period of operations. A
typical illustration is that of a corporation operating a winter resort
business, the season for which ends in mid-spring, say May 31st. Practically all the income of such a corporation will be derived from operations during the first five months of the year. During the remainder of
the calendar year, the corporation may be lucky to "break even,"
particularly as during the last few months of the calendar year it is
likely to be incurring substantial expenses in the nature of getting ready
tor the next year's seasonal operations. To illustrate the effect of section 711(a) (3) as at present and as herein proposed, assume the case
of a corporation engaged in such a business and earning during the
five months ended May 31st, a net income for excess-profits-tax purposes of $66,000. Assume further that it has an invested capital of
$500,000 upon which it is entitled to an exemption rate of 8 per cent.
Such a corporation may earn little or nothing during the remaining
seven months of the year, and for this illustration we assume that the
remaining seven months produce neither net gain nor loss. If it continued for the full calendar year, its tax, on the figures given, would
amount to $10,550.00, but under the provisions of section 711(a) (3),
if it should change to a natural business year, ending May 31st, it
would be required to pay a tax of $27,170.83. (Tax rates proposed by
the Secretary of the Treasury are used in these computations.) A law
that produces such a result is most inequitable. Conversely, if the income for the short period should be less than the annual average, too
low a tax will be payable.
To remedy this, we suggest that the law be modified to provide that
in the case of a period of less than twelve months there be added to the
income for the short period the income for the remainder of the full
twelve-months' period, taking the months immediately following the
end of the short period; that the tax be computed on the basis of that
twelve-months' income, and that the amount payable for the short
period be such proportion of the tax on the twelve-months' income as
the amount of the income for the short period is of the income for the
twelve-months' period.
If the income for the short period be the same as for the year, the
full tax thus determined would be payable and, if the income for the
short period be greater (because a net loss was sustained during the
balance of the year), there would be payable an excess-profits tax,
computed at the same average rate on the larger short-period income
as results from the full year computation.
The following is a summary of the excess-profits tax that would be
payable under this proposal compared with what would be payable
under the existing method, in the case of a corporation changing to a
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fiscal year ended May 31st, earning during that period $66,000 on an
average invested capital of $500,000, and assuming operating results
for the remaining seven months as shown below:
Operating results
Excess-profits
for the remaining
tax under
seven months
existing method
( A ) . . . . . . N o gain or loss
$27,171
(Year's net $66,000)
(B)
Profit of $11,000
27,171
(Year's net $77,000)
(C)
Loss of $6,000
27,171
(Year's net $60,000)

Excess-profits
tax under proposed amendment
$10,550
14,228
8,250

Such a change would present no complications and would not reduce revenues, but, if anything is likely to increase revenues. Obviously, a corporation that would be required to pay an excessive tax,
under the present law, will not change its fiscal year; while one that
might pay a lesser tax, under existing law, will not be reluctant to
request permission to make such a change. Under the change proposed
the latter will pay more tax. O n the other hand, the continuance of the
present provision will probably stop completely the very desirable
trend of business corporations towards the use of a natural business
year for accounting and other purposes.
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